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QUESTION 13 – IAS 37 Provisions and Contingencies (ICAP C6 A06) 
 
Gold Shoes Limited, a company engaged in manufacturing of pure and artificial leather shoes has 
been facing a sharp decline in their profits for few years due to severe competition from shoes 
imported from China. The board of directors of the company formed a committee of executives to 
look into the matter. A detailed plan was submitted by the committee, which was considered and 
approved by the board on May 08, 2006. The approved plan has been circulated to members and 
other stakeholders. The following activities have taken place subsequently: 
 

(i) Production of artificial leather shoes was discontinued and a number of new designs of 
leather shoes were introduced from July 2006. 
 

(ii) Some processing units having book value of Rs. 35 million have been sold, at a price of Rs. 
31 million in July 2006. 
 

(iii) Certain work force was terminated in June 2006 for which payment of compensation of Rs. 
10.5 million was agreed with the union in July 2006. 
 

(iv) Company’s legal advisor has been asked to prepare various sale agreements of fixed 
assets and stocks, preparation of memorandums of understanding with the distributor and 
workers union etc. related to discontinued business. The legal advisor charged Rs. 0.2 
million as fee in addition to his monthly retainer ship fee amounting to Rs. 0.05 million in 
July 2006. 
 

(v) Stock of artificial leather shoes available in company’s store on June30, 2006, costing Rs. 
11 million was sold in first week of July 2006 to the sole distributor of the company at an 
agreed price of Rs. 12 million. 
 

(vi) In July 2006 total assets of Peshawar office, having carrying value of Rs. 1.8 million on 
June 30, 2006 were agreed to be sold to a party for Rs. 2 million. 
 

(vii) Purchase of additional machinery costing Rs. 3 million was approved in July2006, for which 
a valid and firm quotation was received from the supplier in June 2006. 
 

(viii) Manager of Peshawar office was transferred to Islamabad due to closure of Peshawar 
office in July 2006. A relocation compensation of Rs. 0.5 million is agreed. 
 

(ix) Certain workers of the discontinued unit were given the option to continue their employment 
subject to successful completion of a specific training from a reputed institute. They 
completed the required training in June 2006. In July 2006 the company as a gesture of 
good relations reimbursed 75% of their training expenditure, which amounted to Rs. 0.50 
million. 
 

(x) It has been estimated, with reasonable accuracy, that as a result of the sale promotion and 
marketing costs of new designs of shoes, there will be an operating loss of Rs. 8 million by 
the time the whole process is completed (sometimes in December 2006). 

 

Required: 
Explain how each of the above matters will be recorded in the financial statements clearly 
indicating whether: 
(a) a provision will have to be made; or 
(b) a disclosure will be required; or 
(c) neither provision nor disclosure is necessary. 
Give reasons to support your opinion. (No journal entries are required to be made).  (15) 
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ANSWER 13 – IAS 37 Provisions and Contingencies (ICAP C6 A06) 
 
It has been assumed that Gold Shoes Limited have year end of June 30, 2006. 
 
(i) This is a non-adjusting event. No provision is to be recognised as there is no present 

obligation at the year end to discontinue the business segments and resulting future 
operating losses. Therefore, only disclosure should be given if it is considered material. 

 
(ii) This is a non-adjusting event. No provision is to be recognised as there is no present 

obligation at the year end to sale unless the binding sale agreement was finalized before 
the year end. Therefore, only disclosure should be given as amount seems to be material. 

 
(iii) The event of termination happened before the year end. Therefore, there is present 

obligation at the year as a result of that past event. Therefore, provision of Rs. 10.5 million 
should be recognised. 

 
(iv) The provision for restructuring shall include Rs. 0.2 million increment cost as formal plan 

was made and announced before the year end. However, the retainer ship fee shall be 
expensed in routine way. 

 
(v) Neither provision nor disclosure is necessary as the sale was made after the year end and 

it was made above cost. 
 
(vi) This is a non-adjusting event as agreement was made subsequent to year end. No 

provision is to be recognised as there is no present obligation at the year end to sale. 
Therefore, only disclosure should be given as amount seems to be material. 

 
(vii) Neither provision nor disclosure is required if the amount is immaterial. However, if amount 

is considered material the purchase may be disclosed. 
 
(viii) The relocation compensation shall not be recognised as provision of restructuring being 

expressly prohibited under IAS 37.81. 
 
(ix) Specific training is not an ongoing activity. Alternatively, it can also be concluded that the 

reimbursement decision was made  after the year end so it should not be recognised. 
 
(x) Future operating losses cannot be recognised as provision. Therefore, nothing is to be 

done. 
 
  



IAS 37  Question 13 

Page 3 of 3 (kashifadeel.com) 
 

Examiner Comments 
The question was mainly based on contingencies and events occurring after balance sheet date. 
Students seemed to have reasonable knowledge of the subject but were deficient in applying the 
same, to issues raised in the question. Some common mistakes were as follows; 
 A sizable number of candidates were unable to offer any sort of explanation for their 

suggestions regarding accounting treatments. 
 Very few could identify that the situation given was a case of restructuring of the company’s 

business which requires a provision of directly related costs at the start of restructuring 
process. 

 Many examinees suggested that compensation to employees on their termination and legal 
advisors fee for additional assignment should be accounted for on their occurrence. They 
ignored the fact that these expenses fulfilled the criteria of restructuring cost. Hence, they 
were supposed to be provided at the start of restructuring process. 

 Many students suggested the recognition of contingent gains, contrary to the guidelines 
given in IAS. 

 A number of students advised immediate recognition of estimated operational loss which 
was expected to be incurred by the end of restructuring process. 

 
 


